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NOTES

Unless otherwise indicated, all years referred to in Chapter 1 are calendar years and all years
in Chapter 2 are fiscal years.

Some figures in Chapter 1 indicate periods of recession using shaded vertical bars. The bars
extend from the peak to the trough of the recession.

The economic outlook discussed in Chapter 1 is considered to be a forecast through the end
of 1996 and a projection for 1997 through 2005. The forecast attempts to anticipate the
cyclical movements in the economy and the effects of fiscal policy on the year-to-year
changes in economic activity. The economic projection is designed to estimate the growth
rates that will prevail on average for the entire period.

Unemployment rates throughout the report are calculated on the basis of the civilian labor
force.

Numbers in the text and tables may not add to totals because of rounding.

National income and product account data shown in the tables do not incorporate the data
for the second quarter of 1995, which were released on July 28, 1995.
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Summary

T he Congressional Budget Office (CBO) pro-
jects that this year's deficit will be $161
billion--the lowest in relation to the size of

the economy since 1979. Nevertheless, although the
deficit for fiscal year 1995 is $13 billion lower than
CBO estimated in April, CBO's longer-term projec-
tions of federal spending and revenues under current
policies have changed little since it published its
April baseline (see Summary Figure 1). CBO still
believes that, after declining for three consecutive
years, the deficit will begin to grow again in fiscal
year 1996 if current laws affecting the budget do not
change. Assuming that discretionary spending in-
creases at the rate of inflation after the statutory caps
on such spending expire in 1998, CBO projects that
the deficit will rise to $462 billion in 2005. The in-
crease is not as steep in those CBO projections that
assume discretionary spending is frozen at the nomi-

Summary Figure 1.
Comparison of Projected Deficits (By fiscal year)
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SOURCE: Congressional Budget Office.

nal 1998 level, but the deficit still climbs to $292
billion in 2005.

In a similar vein, since its last forecast CBO has
lowered its estimate of economic growth and interest
rates for the current year, but it has not changed its
assessment of longer-term economic trends in any
significant way. The real growth of only 1.3 percent
now forecast for calendar year 1995 represents a dra-
matic slowdown from the 4.1 percent rate of growth
experienced during 1994. It is also markedly slower
than the 2.5 percent CBO forecast last winter. Some
analysts fear that the slow growth recorded in the
first half of 1995 might signal the early stages of a
recession. Although CBO recognizes the possibility
that a recession might occur, the economy appears to
be fundamentally sound and the usual signs of an
impending recession are absent. CBO's forecast as-
sumes that the pace of economic growth will pick up
in 1996, with output increasing at a real (inflation-
adjusted) rate of 2.3 percent.

Neither the recent performance of the economy
nor any other development prompted a substantial
change in CBO's longer-term economic projections.
CBO projects that the economy will grow in real
terms at an average rate of 2.4 percent a year after
1996~the rate at which CBO estimates gross domes-
tic product (GDP) can rise without triggering higher
inflation.

CBO's economic and budget projections assume
that current laws and policies governing federal
spending and revenues will continue unchanged. The
Congress and the President have separately advanced
blueprints of major changes in those policies, but
laws have not yet been enacted to carry out their pro-
posals. The Congress has adopted a plan—a budget
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resolution—to reach a balanced budget in 2002. The
plan assumes that discretionary spending in 2002 will
be below the nominal level of appropriations pro-
vided for 1995 and that mandatory spending (exclud-
ing interest payments) will be $161 billion lower in
2002 than is projected under current law. The resolu-
tion also allows a tax cut of $245 billion over seven
years if CBO certifies that the rest of the budget plan
is being carried out as planned. In addition, the Pres-
ident has proposed a plan that the Administration
estimates would produce a budget surplus in 2004
and 2005. According to CBO's estimates, however,
achieving the savings proposed by the President—
which are much smaller than those assumed by the
budget resolution—would reduce the deficit to about
$200 billion in those years.

Substantially slashing the deficit is likely to re-
duce interest rates and slightly increase economic
growth compared with CBO's baseline economic pro-
jections. CBO has calculated that the economic im-
provements from balancing the budget by 2002 could
cut interest costs and boost revenues for the federal
government by $50 billion in 2002 and by a total of
$170 billion in 1996 through 2002. The budget reso-
lution takes this so-called fiscal dividend into ac-
count in calculating that the budget will be balanced
even if the contingent tax cut is enacted.

The Economic Outlook

CBO forecasts that the economy will grow slowly
this calendar year but will pick up next year. The
forecast reflects both actual growth in the first half of
1995, which was slower than CBO expected in its
winter forecast, and CBO's assessment that the econ-
omy is fundamentally sound. (CBO's winter forecast
was published in January 1995 in The Economic and
Budget Outlook: Fiscal Years 1996-2000.) CBO's
longer-term economic projections are not substan-
tially different than those it made in January. The
economic forecast is based on current fiscal policy-it
does not reflect potential changes that the Congress
and the President have proposed.

The Forecast for 1995 and 1996

Sluggish demand in interest-sensitive areas such as
residential construction and consumer durable goods
(especially automobiles and furniture) held economic
growth to an annual rate of 1.6 percent in the first six
months of 1995. As a result, CBO forecasts that real
GDP will increase by only 1.3 percent in 1995, on a
fourth-quarter-to-fourth-quarter basis, which is sig-
nificantly below the 2.5 percent envisioned for 1995
in the winter forecast (see Summary Table 1). As did
most other forecasters, CBO considered whether the
steep falloff from the rapid growth experienced in
1994 (4.1 percent) signaled a recession. CBO's fore-
cast reflects the possibility that a recession could de-
velop, but CBO has concluded that a higher probabil-
ity exists that the economy will grow more rapidly in
1996. There is little evidence of the imbalances—ris-
ing inflation, swollen inventories, deteriorating bal-
ance sheets—that usually precede recessions.

CBO expects that the economy will grow by 2.3
percent in 1996. That rate is somewhat higher than
the 1.9 percent it forecast last winter. CBO antici-
pated at that time that growth in 1995 would leave
the economy a little above potential GDP (the level
of real GDP that is consistent with a stable rate of
inflation) and that a slight slowdown in 1996 brought
on by restrictive monetary policy would bring it back
in line with potential GDP. But slow growth in 1995
is likely to leave GDP near its potential level so that
growth of 2.3 percent would not threaten an accelera-
tion of inflation.

Interest rates on three-month Treasury bills have
increased significantly from the unusually low 3.0
percent in 1993, but the 5.4 percent average rate fore-
cast for 1995 is 0.8 percentage points (80 basis
points) lower than CBO anticipated last winter. CBO
expects that the rate will decline to 5.1 percent in
1996. The forecast for 10-year Treasury note rates-
6.5 percent in 1995 and 6.4 percent in 1996-is also
lower than was expected last winter. Moreover,
weaker growth in 1995 is likely to push the expected
unemployment rate somewhat higher than had been
anticipated—to 5.7 percent in 1995 and 6.0 percent in
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1996. The consumer price index for all urban con-
sumers (CPI-U) is expected to increase at the moder-
ate rate of 3.3 percent in 1995 and 3.4 percent in
1996, about the same as in the winter forecast.

Projections for the Years Beyond 1996

CBO projects that average annual real growth in
GDP in 1997 through 2005 will be 2.4 percent-the

rate at which CBO estimates potential real GDP will
increase (see Summary Table 2). On average, the
unemployment rate is expected to be about 6 percent
during that period, a rate CBO estimates is consistent
with steady inflation. Thus, CBO projects no addi-
tional inflationary pressures on average during the
1997-2005 period. The annual increase in the CPI-U
is actually projected to fall from 3.4 percent in 1997
to 3.2 percent after 1998 because of a rebenchmark-
ing of the index that the Bureau of Labor Statistics

Summary Table 1.
The CBO Forecast for 1995 and 1996

1994a 1995
Forecast

1996

Nominal GDP
CBO summer
CBO winter

Real GDPb

CBO summer
CBO winter

Consumer Price Index0

CBO summer
CBO winter

Fourth Quarter to Fourth Quarter
(Percentage change)

6.5 3.8
6.3 5.3

4.1 1.3
3.7 2.5

2.6 3.3
2.8 3.2

5.1
4.7

2.3
1.9

3.4
3.4

Calendar Year Average
(Percent)

Civilian Unemployment Rate
CBO summer
CBO winter

Three-Month Treasury Bill Rate
CBO summer
CBO winter

Ten-Year Treasury Note Rate
CBO summer
CBO winter

6.1
6.1

4.2
4.2

7.1
7.1

5.7
5.5

5.4
6.2

6.5
7.7

6.0
5.7

5.1
5.7

6.4
7.0

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor
Statistics; Federal Reserve Boad.

a. The numbers for 1994 are actual values for CBO's summer forecast but are estimates for the winter forecast.

b. Based on constant 1987 dollars.

c. The consumer price index for all urban consumers (CPI-U).
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has planned for that year. CBO projects that interest
rates will hold steady throughout the 1997-2005 pe-
riod at 5.1 percent for three-month Treasury bills and
6.7 percent for 10-year Treasury notes. None of
these projections represent a significant change from
CBO's winter assumptions. One indication of how
little the projections have changed is that the current
projection of real GDP in 2005 is $6,904 billion, only
$7 billion higher than CBO projected last winter.

Those projections for 1997-2005 do not reflect
any attempt to forecast cyclical fluctuations in the
economy. Beyond the two-year forecast period
(1995 and 1996), CBO projects a course for the econ-
omy that will bring GDP to a level slightly below
estimated potential output, which is consistent with
the average historical relationship between actual and

potential GDP. CBO forecasts that actual real GDP
will reach that point at the end of 1996. Thus, real
GDP is projected to grow at the same rate as poten-
tial output during the 1997-2005 period. The projec-
tion for potential GDP is based on an analysis of fun-
damental factors such as growth in the labor force,
productivity, and national saving.

The Budget Outlook
Although CBO projects that the deficit will be $13
billion less in fiscal year 1995 than it anticipated last
April, the essential budget outlook under current law
has not changed. (The April baseline was described
in CBO's An Analysis of the President's Budgetary

Summary Table 2.
The Economic Forecast and Projections for Calendar Years 1995 Through 2005

Actual Forecast Projected
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Nominal GDP
(Billions of dollars) 6,738 7,058 7,385 7,764 8,165 8,587 9,032 9,497 9,98610,501 11,042 11,610

Real GDP (Billions of
1987 dollars) 5,344 5,481 5,584 5,715 5,851 5,992 6,135 6,282 6,432 6,586 6,743 6,904

Real GDP
(Percentage change)

Implicit GDP Deflator
(Percentage change)

CPI-U (Percentage
change)3

Unemployment Rate
(Percent)

Three-Month Treasury
Bill Rate (Percent)

Ten-Year Treasury
Note Rate (Percent)

4.1 2.6 1.9 2.3 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4

2.1 2.1 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7

2.6 3.1 3.4 3.4 3.3 3.2 3.2 3.2 3.2 3.2 3.2 3.2

6.1 5.7 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0

4.2 5.4 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1

7.1 6.5 6.4 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7

SOURCE: Congressional Budget Office.

a. CPI-U is the consumer price index for all urban consumers.
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Proposals for Fiscal Year 1996.} The deficit of $161
billion that CBO projects for 1995 would be the
smallest since 1989. Measured as a percentage of
gross domestic product, the deficit, at 2.3 percent,
would be the smallest since 1979. In addition, 1995
will mark the third consecutive year the deficit has
declined since the record deficit of $290 billion was
posted in 1992. Unfortunately, CBO expects that it
will begin steadily rising again after 1995 if current
budgetary policies are not changed, growing from
$161 billion in 1995 to $189 billion in 1996 (see
Summary Table 3). Assuming that discretionary
spending increased at the rate of inflation after the
caps on it expire in 1998, the deficit would reach
$462 billion in 2005.

CBO's baseline economic and budgetary projec-
tions assume current policies will continue. In the
case of revenues and mandatory spending, CBO esti-

mates the receipts and outlays that will occur if no
changes are made in existing laws governing taxes
and mandatory programs. In the case of discretion-
ary spending, which is controlled by annual appropri-
ation legislation, CBO assumes compliance with the
statutory limits that cap appropriations through 1998.
For the years after 1998, CBO produces two projec-
tions of discretionary spending. One projection as-
sumes that total discretionary spending after 1998
will equal the level of the 1998 limit adjusted for in-
flation. The other projection assumes that discretion-
ary spending will be frozen at the dollar level of the
1998 limit.

In CBO's projections with discretionary inflation
after 1998, the deficit will reach $288 billion (3.2
percent of GDP) by 2000. CBO's extended projec-
tions of spending and revenues for the 2001-2005
period show a deficit of $462 billion (4 percent of
GDP) in 2005. The projected deficit in CBO's base-

Summary Table 3.
CBO Deficit Projections (By fiscal year)

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

In Billions of Dollars

161 189 218 229 261 288 308 340 375 414 462

161 189 218 229 243 250 247 256 264 275 292

As a Percentage of GDP

2.3 2.6 2.8 2.8 3.1 3.2 3.3 3.5 3.6 3.8 4.0

2.3 2.6 2.8 2.8 2.9 2.8 2.6 2.6 2.5 2.5 2.5

Baseline Total Deficit
With discretionary

inflation after 1998
Without discretionary

inflation after 1998

Baseline Total Deficit
With discretionary

inflation after 1998
Without discretionary

inflation after 1998

SOURCE: Congressional Budget Office.

NOTE: Caps on discretionary spending are set by law through 1998. Measures of the deficit "with discretionary inflation" assume that discre-
tionary spending grows at the rate of inflation after 1998. Measures of the deficit "without discretionary inflation" assume that discretion-
ary spending remains frozen in dollar terms at the level of the 1998 caps.
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line without discretionary inflation after 1998 also
generally continues to grow, although at a slower
rate. CBO projects that freezing discretionary spend-
ing at the 1998 level would hold the deficit to $250
billion in 2000 and $292 billion in 2005. As a per-
centage of GDP, the deficit would grow to 2.8 per-
cent in 2000 but then would decline to 2.5 percent in
2005.

The rapid growth in spending for the two big
mandatory federal health programs (Medicare and
Medicaid) continues to be the primary force driving
up the deficit in CBO's projections. CBO projects
that spending for the two programs under current
laws will increase at an average annual rate of about
10 percent a year. By 2005, the combined spending
for Medicare and Medicaid ($690 billion) will repre-
sent more than one-quarter of total federal outlays,
up from 18 percent in 1995. Projected spending for
interest on the federal debt will grow at a signifi-
cantly slower rate (6 percent a year on average) but
will still increase substantially (from $233 billion in
1995 to $415 billion in 2005). Other nondiscre-
tionary spending in total will also grow at approxi-
mately 6 percent a year, only about 1 percentage
point faster than the nominal rate of growth of the
economy.

Revenues are expected to total $1,357 billion in
1995, equal to 19.4 percent of GDP. CBO projects
that revenues under current laws will grow at slightly
less than a 5 percent average annual rate over the
1995-2005 period, declining a little relative to the
size of the economy. By 2005, revenues will total
$2,175 billion, or 19 percent of GDP.

The Budget Resolution and the
Economic Implications of
Balancing the Budget

The budget resolution adopted by the Congress in
June proposes dramatic changes in fiscal policy. Be-
cause the laws needed to implement the Congres-
sional plan have not yet been enacted, the proposed
changes are not reflected in CBO's baseline economic
and budgetary projections.

The budget resolution assumes a balanced budget
in 2002. The President has also called for a balanced
budget in the July Mid-Session Review of the 1996
Budget, although his target date is 2004. CBO pro-
jects that the deficit will be close to $350 billion in
2002 and more than $400 billion in 2004 if no
changes are made in current policy and if discretion-
ary spending grows at the rate of inflation after the
caps expire in 1998. The budget resolution is essen-
tially based on CBO's April 1995 baseline economic
and budgetary projections (which, as explained
above, differ little from CBO's revised baseline pro-
jections that are detailed in Chapters 1 and 2). It ac-
cepts, therefore, that substantial changes in current
policies are required to achieve budgetary balance in
2002. By contrast, because the Administration be-
lieves that deficits under current policies will be sub-
stantially lower than CBO projects, the President has
proposed smaller savings. CBO estimates that, if the
savings proposed by the President are achieved, the
deficit would be reduced to about $200 billion in
2004 instead of being eliminated.

The budget resolution proposes tight constraints
on total discretionary spending. The outlays of $515
billion that it proposes for 2002 would be $30 billion
less than CBO estimates for 1995. Under the resolu-
tion's plan, all of this cut would come in nondefense
programs; defense spending in 2002 would be ap-
proximately the same in nominal terms as in 1995.
However, funds available for defense would be about
17 percent below the amount needed to keep pace
with inflation. In inflation-adjusted terms, spending
proposed by the resolution for nondefense programs
in 2002 would be more than 30 percent below current
spending for those activities.

Holding total discretionary spending to the $515
billion proposed by the budget resolution for 2002
would save $121 billion in that year compared with
CBO's baseline with discretionary inflation. That
represents a little less than one-third of the savings
needed to balance the budget in that year. Under the
budget resolution, an additional $161 billion in sav-
ings would come from changes in mandatory spend-
ing programs. The resolution assumes that a total of
$125 billion of those mandatory savings in 2002 will
come from Medicare ($71 billion) and Medicaid ($54
billion), with additional savings in a number of other
programs. The remaining $66 billion in deficit re-
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duction needed to reach a balanced budget in 2002
will come from diminished interest payments if pol-
icy changes reduce the deficit (and federal debt) by
the assumed amounts in 1996 through 2002. That
reduction in debt-service costs does not include any
savings from lower interest rates that could result
from eliminating the deficit.

The revenue levels stated in the budget resolution
differ from current-law projections by about $1 bil-
lion in total over the 1996-2002 period. The resolu-
tion does, however, anticipate a tax cut that would
reduce revenues by $50 billion in 2002 and $245 bil-
lion in 1996 through 2002. But the budget resolution
provides that the Congress may not consider the tax
cut unless the other legislative proposals being con-
sidered as part of the deficit reduction process would
produce a balanced budget in 2002.

Enacting the tax cut envisioned by the resolution
would, of course, reduce revenues below the levels
stated in the budget resolution. The resolution as-
sumes that the revenue loss will be offset by savings
resulting from the economic effects of balancing the
budget, which also were not included in the stated
budget resolution numbers. In its April 1995 report,
An Analysis of the President's Budgetary Proposals
for Fiscal Year 1996, CBO estimated that balancing
the budget by 2002 would over time lower interest
rates by 100 to 200 basis points (1 to 2 percentage
points) and increase the annual rate of real growth by
about 0.1 percentage point. The extent of those ef-
fects is uncertain. However, CBO's estimates repre-
sent the middle ground of economic analysis on the
subject. CBO calculates that such economic im-
provements would produce a fiscal dividend—lower
federal interest payments and higher revenues—that
would reduce the deficit by $50 billion in 2002 and
$170 billion over the 1996-2002 period. The budget
resolution assumes that this fiscal dividend would
offset the anticipated tax cut in 2002 and would par-
tially offset it in earlier years.

The Debt Limit

Since the Second Liberty Bond Act was passed in
1917, the Congress has enacted a series of statutory

limits on federal borrowing. The current debt limit is
$4.9 trillion. The limit applies to virtually all debt
issued by the Treasury, including debt held by trust
funds and other government accounts. CBO esti-
mates that at the end of the current fiscal year debt
subject to the limit will total slightly less than $4.9
trillion. Of that amount, $3.6 trillion is debt held by
the public. An additional $1.3 trillion will be held
by trust funds (the Social Security trust funds account
for $0.5 trillion and the Civil Service Retirement
trust fund for $0.4 trillion), with the remaining debt
held in other government accounts. The debt limit
may have served a useful purpose in controlling defi-
cits when most federal spending was subject to an-
nual appropriations. But now that about two-thirds
of spending is mandatory, the debt limit is an ineffec-
tive budgetary tool. In recent years, the need to in-
crease the debt has primarily served to provide a
must-pass vehicle to which other legislation can be
attached.

Federal borrowing will push debt to the limit
sometime early in fiscal year 1996. That borrowing
is driven both by spending that exceeds revenues
(even under the budget resolution, deficit spending
will continue until 2002) and by trust fund surpluses
(those will require increases in the debt limit even
after the budget has been balanced). Under normal
operations, debt is likely to hit the ceiling sometime
in October, though the Treasury may be able to delay
any serious difficulties until November. At that
point, however, if the debt limit has not been in-
creased, the government will have to choose between
defaulting on its obligations (such as paying Social
Security benefits and interest on government securi-
ties) or taking steps (such as disinvesting trust funds)
to free up room under the limit to allow additional
borrowing from the public.

Debt has run up against the limit on a number of
previous occasions. Those debt crises have been
short-lived, however, and the Treasury has always
managed to deal with them without taking any ex-
treme actions. The United States government has
never been forced to default on any obligations. A
default could have grave consequences, prompting a
loss of confidence in the government and a perma-
nent increase in federal borrowing costs as investors
decide that government debt is no longer free of risk
of default.






